18™ ANNUAL CALIFORNIA TAX POLICY CONFERENCE
PASS THROUGH ENTITIES
(LIMITED LIABILITY COMPANIES COME OF AGE)

PART ONE OUTLINE (PROFESSOR PHIL WILE)

Introduction

A. My background and some history.
B. Genera comments on the use of Limited Ligbility Companies (“LLCS’).
C. Proposals for revision of tax laws applicable to business enterprises.

Where LLCs are a Good Choice

A. Sngle-owner business with asgnificant risk of liabilities and an annud grass income of
less than $250,000.

B. Separate divison of alarge diversfied corporation.

C. A multi-owner closdy-held business with sgnificant risk of liahilities, through which the
owners wish to take advantage of the flexibility offered by
subchapter K.

D. A multi-owner closdy-hdd business with asgnificant risk of liabilities and an uncertain
futureinits new line of business.

E A multi-owner closaly-hdd business with asignificant risk of liabilities and property
expected to gppreciate sgnificantly during the period of operation.

Why an LLC May be aBad Choice

A. Complexity of partnership tax law.

B. Uncertainty of partnership tax law and Cdifornia LLC law.
C. Higher Cdiforniatax and fees gpplicableto LLCs.

Why S Corporation May be a Better Choice

A. Rdative smplicity and certainty of S corporation tax law.

B. Opportunities for reorganization without gain recognition.
C. Lower Cdliforniataxes on S corporations.



18™ ANNUAL CALIFORNIA TAX POLICY CONFERENCE
PART ONE PRESENTATION (PROFESSOR PHIL WILE)

| have been professondly involved with tax law since 1957 when | was admitted to practice as an
attorney in California. For 30 years thereafter | practiced as atax atorney, living through (1) the years
when most profitable businesses were incorporated to reduce the federal and state income taxes on the
net income derived from the business (because corporate rates were then sgnificantly lower than
individud rates, particularly in the higher brackets) and enable them to build and retain capital needed in
the business, through tax savings, (2) the tax shdlter craze when shelters with multiple owners were
organized as partnerships (usualy limited partnerships) and the taxing authorities discovered SOME OF
the defects in Subchapter K of the Interna Revenue Code and comparable provisons of state law, and
(3) the enactment and initia years of the 1986 Act, which sgnificantly changed tax practice, particularly
asit relates to tax practice.

In 1987, | |eft practice and became alaw professor hired to teach tax law. Because no one on the
faculty at my law school would even consider teaching partnership and Subchapter S taxation, and |
was the “new kid on the block,” 1 got the assignment. | have now taught partnership and Subchapter S
tax law for 15 years, living through the flood of increasingly complex legidation and adminigtrative
interpretations of the federal and State tax law applicable to partnerships and S corporations. By now |
am quite reedy to frankly admit that the law and regulations governing the tax treatment of partnerships
and their partners, in the relevant statutes and regulations, is, much of it, beyond reasonable
comprehenson, impossible to teach and learn, and even more impossible to remember. But my
sudents and | continue to try, with varying degrees of success. On the other hand, with afew minor
exceptions, | am able to understand and teach the tax law that appliesto S corporations, good or bad,
and my students are generdly cgpable of understanding, learning, and remembering it. All of thishas
undoubtedly jaded my outlook as to the choice between a partnership or limited liability company
(“LLC") and an S corporation as the appropriate tax entity for a business enterprise with two or more
owners. You will notethat | have limited the choices to exclude a C corporation. | totally reject use of
a C corporation as the appropriate business entity for aclosely held businessin al but afew stuations.
Mogt of these involve businesses that are not highly profitable in which those responsible for the
business can be paid reasonable compensation that reduces the taxable profit to a very smal amount,
thus essentialy avoiding the double tax on the income of a C corporation. | have heard such an entity
referred to asa“ practica S corporation,” as a C reorganization is often caled a“practica” merger. But
the plan seems to me to be an example of making tax planning overly difficult.

During my 15 years as ateacher of partnership and S corporation tax law, LLC legidation has been
adopted in al 50 gates and LL Cs have become the rage. Why? Obvioudy they offer limited ligbility to
the owners of the business and tax trestment as a partnership, thus avoiding the “double tax” on the
income of the businessiif it were conducted in a C corporation, and, | suspect, because now, as was
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once the case with tax shelter investments, many business and professiona people are apparently
embarrassed to appear a a cocktal party or other socid gathering without being able to talk about their
LLC.

With this background, 1 suspect you will not be surprised to learn that | do not agree with Don
Alexander, for whom, incidentally, | have the grestest respect. With afew sgnificant exceptionsthat |
will explain, | believe no rationd, reasonably well-informed tax professond would advise his or her
clients to organize a new business enterprise with two or more owners as an LLC and elect partnership
tax trestment, where Subchapter Swas available. Why? Primarily because of the complexity and
resulting costs of properly organizing and operating an LLC. | am cognizant of the possibility of forming
an LLC and having it elect corporate tax trestment and make an election to be governed by Subchapter
S. But, in most cases at least, that seems an unnecessarily complicated way to create an S corporation.

Obvioudy where the business has only a single owner and there is no thought of admitting another
owner, the concern with respect to the gpplication of the partnership tax lawsis not rdevant. | largey
agree with Don Alexander’s comment where the business has and will have only a single owner, with
one ggnificant qudification. Before choosing an LLC for a one-owner business, consderation must be
given to the annud tax and feesthat gpply in Cdifornia and some other satesto LLCs.

In recent years, the popularity of LLCs, the continuing criticism and dissatisfaction with the double tax
on earnings of C corporations, and the never-ending complexity of the tax law gpplicable to
partnerships, has led anumber of academics and practitionersin the tax field to devote considerable
time and thought to the present structure of our federd and state tax systems as they apply to business
enterprises, and how they could beimproved. The solutions offered to date number dmost as many as
there are persons suggesting them. But there seems to be agenera consensus that the tax treatment of
smaller businesses (identified under some undefined standard based on revenue or ownership or a
combination of the two) should be different from the tax trestment of large business enterprises (Smilarly
identified). Primarily the effort has been to make the tax law gpplicable to smdler business enterprises
smple enough that it can be understood and applied by taxpayers and their advisors and tax
adminigrators dike, without excessve cos. Many, of which | am one, believe the mode for this should
be subchapter S, with some modifications, not subchapter K. With respect to large business
enterprises, the debate has centered on the “double tax” and various possibilities for integration to
eiminate it. Perhaps the most comprehensive of these discussonsis Professor George Yin's 1999
atideinthe HoridaTax Review. Yin, The Future Taxation of Private Business Firms, 4 Fla. Tax
Rev. 141. Hissuggestions are that with repect to smaller business enterprises the modd should be
subchapter S with some modifications and with respect to larger business enterprisesit should be
subchapter K, with mgor modifications.

Given the ability that Congress and the Cdlifornialegidature have demongrated over the last severd
decades to produce smple, straight-forward, policy-oriented tax legidation, the possibility of mgor
improvements in the structure of our federal and tate tax laws governing business enterprises looks
remote, a best, to me. So long as our tax laws are driven by partisan politics and campaign
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contributions, as they have been for many years, particularly in the last decade, | have little hope that the
diaog regarding the restructuring of our tax laws applicable to business enterprises will turn out to be
more than an academic exercise. In the meantime, we must dl live with what we've got. So | want to
use the rest of my time to say afew things that may be contrary to the “ conventiona wisdom” about
choice of entity and the use of LL Cs under our present tax laws.

WHERE LLCsMAY BE THE BEST CHOICE
| would suggest that the following as good examples of the Stuations where an LLC is the best choice:

(1) A sngle-owner business with asignificant risk of liabilities and an annud gross income of
lessthan $250,000. The LLC will insulate the owner from persond responsibility for ligbilities of the
business for which he would be persondly lidble in a sole proprietorship. In some professona and
business activities the existing inability to obtain insurance coverage againg such ligbilitiesat a
reasonable price or for any price makes the use of an entity affording limited ligbility to the owner
mandatory. Failure to make the election to be taxed as a corporation will dlow the LLC to be
disregarded for tax purposes, thus permitting it to be treated as a sole proprietorship for tax purposes.
Asaresult, separate tax returns reflecting al of the income and deductions and other tax items of the
business will not be required. However, the Cdiforniatax and feesimposed on LLCs" will apply.
These additiond cogts will not be sgnificant; however, if the annua income by which the Cdiforniafeeis
measured does not exceed $250,000 and only the $800 annua tax must be paid. Where the business
has alarge income and large deductions resulting in little or no profit, an S corporation may be a better
choice, to avoid the higher feesimposed on LLCs?

(2) A separate divison of alarge, diversfied corporation, to insulate the assets of that divison

! Under Revenue & Taxation Code 8817941 and 17942. The annual tax is $800 and the
annud fee ranges upward from $900 which isimposed on an LLC with an income of $250,000 or
more, to $11,790 if the income is $5,000,000 or more. Rev. & Tax. Code 8§17942(a). “Income” for
this purpose means gross income plus cost of goods sold. 1d. 817942(b)(1).

% Under Revenue & Taxation Code §23802 an S corporation is subject to aflat franchise tax
computed at 1.5% of its taxable income.



from ligdilitiesincurred in the other divisons or in the parent corporation and to insulate the parent and
the other divisonsfrom ligbilities of the LLC. Failure to make the election to be taxed as a corporation
will alow the single member LLC to be disregarded for tax purposes, thus dlowing it to be treated as a
part of its parent and separate returns reflecting dl of the business' s income and deductions will not be
required. However, the Cdiforniatax and feesimpaosed on LLCswill gpply and may make the use of
an LL.C with respect to some divisions uneconomica.

(3) A multi-owner closdy-held business with asgnificant risk of liahilities, through which the
owners seek to take advantage of the flexibility offered by subchapter K and comparable state law that
is not available through an S corporation, as, e.g., making “specid dlocations’ of deductions, and the
owners are willing and able to pay the additional legal and accounting costs that may be required to
obtain that flexibility. Use of the LLC will insulate the owners from liabilities of the business for which
they, or some of them, would be persondly ligble in a partnership.® Failure to make the election to be
taxed as a corporation will cause the LLC to be treated as a partnership for tax purposes, making
subchapter K agpplicable. However, the LLC will be subject to the Cdiforniatax and feesimpaosed on
LLCs, which must be considered in making the choice.

(4) A multi-owner closdy held business with asignificant risk of liabilities and an uncertain future
initsnew line of busness Use of the LLC will insulate the owners from the liabilities of the business for
which they, or some of them, would be persondly liable in apartnership. AnLLC ispreferabletoan S
corporation or aC corporation because aliquidation of the entity, if that becomes necessary, will not
result in taxes imposed a the entity and owner levels on appreciation occurring during the period of
operation. Failure to make an election to be taxed as a corporation will cause the LLC to be treated for
tax purposes as a partnership, alowing termination of the business and digtribution of the LLC's
properties with nonrecognition trestment under the rules on partnership liquidations, if that becomes
necessary. However, the LLC will be subject to the Cdliforniatax and feesimposed on LLCs, which
must be considered in making the choice. If the operation is successful, it could then be converted to an
Sor C corporation, without recognition of gain.

(5 A multi-owner closdy hdd business with asignificant risk of ligbilities and property that is
expected to gppreciate significantly during an extended period of operation. Use of the LLC will
insulate the owners from the liabilities of the business for which they, or some of them, would be
persondly ligble in apartnership. Failure to make the eection to be taxed as a corporation will cause
the LLC to be treated for tax purposes as a partnership, alowing adjustmentsin the LLC sbasison
property held by the LLC when an owner dies or ownership changes, under a section 754 election.
However, the LLC will be subject to the Cdiforniatax and feesimposed on LLCs, which must be
consdered in making the choice.

® Thereis the possibility of avoiding thisrisk of persond liability through the use of an S
corporation as the sole genera partner.



Thelig isillugrative only, and is not intended to be exhaudtive.
WHY LLC MAY BE A BAD CHOICE
The factors that may make an LLC abad choice include:
(1) The complexity of the tax law where failure to make the election to be treated asa
corporation for tax purposes will result in the LLC being treated as a partnership, subject to subchapter
K and the related Cdifornialaw. This complexity will in many cases Sgnificantly increase the costs of

organization and operation as compared an S corporation or a C corporation.*

(2) Uncertainty in the rdaively new state law applicable to LLCs and the federd and state tax
law with respect to partnerships.

(3) The sgnificantly higher Cdiforniatax and fees that apply to LLCsasopposed to S
corporations (to which alower tax applies) or asole proprietorship (to which no separate tax applies).

Thelig isillustrative only and is not intended to be exhaugtive.
WHY SCORPORATIONSMAY BE A BETTER CHOICE
The factors that may make an S corporation a better choice include:
(1) Therdative amplicity and certainty of the tax law applicable to S corporations, as opposed
to that in subchapter K, and of the state law on corporations, and the related savings in professond and

other expenses.

(2) The availability of opportunities to obtain nonrecognition treatment under federd and Sate
tax laws for an acquisition or reorganization of the business structure.

(3) The sgnificantly lower Cdiforniataxes that gpply to S corporations as compared to the
annua tax and feesimposed on LLCs.

* My experience suggests that tax counsd and accountants, more familiar with the law than
clients, tend to understate the complexity and associated codts of advising the use of an LLC asthe
gppropriate business entity.

® See Gevurtz, California’s New Limited Liability Company Act: A Look at the Good, the
Bad, and the Ambitious, 27 Pacific Law Journa 261 (1996).
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Thelig isillugtrative and not intended as exhaudtive. It isrecognized that the S corporation structure
may not be available because of the various limitations imposed on those who may be shareholders of
an S corporation.
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PASSTHROUGH ENTITIES
(LIMITED LIABILITY COMPANIES COME OF AGE)
PART THREE (ED KLINE)

GENERAL DISCUSSION
I ntroduction

Limited liability companies represent a sgnificant change in choice of business organization in Cdifornig,
in the other states and the Didtrict of Columbia

Limited liability companies (LLC) are business entities that combine the corporate characteristics of
limited ligbility for dl investors, with the pass through attributes of, and flexibility associated with,
partnerships or disregarded entities for income tax purposes. Further, LLCs alow business operations
to have the limited liability protection of corporations without corporate taxes.

Although LL Cs were adopted by many states between 1988 and 1996, there was significant uncertainty
regarding their tatus for tax purposes. In response to the needs of those doing business using one of
the new entity forms, as well as those administering taxes, both the IRS and FTB completely revised the
way that business entities are classfied. The uncertainty was resolved by the adoption of U.S. Treasury
Regulations (Tress. Reg.) §8 301.7701-1, -2, and —3', and Cdifornia Code of Regulations, title 18,
(Cal. Code Reg.) 88 23038(b)-1, -2, and-3?, effective for taxable years commencing on or after
January 1, 1997. Generdly, the Cdifornia regulations conform to the gpplicable federd regulations.
Further, Cal. Code Reg. 8 23038(b)- 3 requires the Cdiforniadection for tax purposes to be the same
asthefederd dection. It isnoted that these regulations do not refer to limited ligbility companies, but
refer to "busness entities’ in generd.

Most LLCswith multiple members choose to be classified as partnerships for both federa income tax
and Cdlifornia ate franchise and income tax purposes. However, LLCswith multiple members may
also choose to be classified as an unincorporated association, taxed as a corporation. An LLC wit a
sngle member will usudly choose to be taxed as a disregarded entity, although it may aso choose to be

! These Treasury Regulations were amended by T.D. 8767, March 23, 1998, T.D. 8827

(corrected October 29,1999) July 9, 1999, T.D. 8844, November 26, 1999, T.D. 8970,

December 14, 2001, and T.D. 9012, July 31, 2002.

2 The Cdiforniaregulations have not yet been modified to conform to the changes to the Treas. Reg
Regulations sections 301.7701-1, -2, and —3, but aregulation project isin process to consder adopting
these modifications.



classified as an unincorporated association, taxed as a corporation. An LLC may dect to changeiits
election, but then may not change again for 60 months.

AnLLCisalegd entity crested under state law or under the laws of another country. An LLC must file
articles of organization with the Secretary of State of Cdifornia, or if organized outsde of Cdifornia,
register with the Secretary of State to do businessin Cdifornia. The entity is separate from its owners.
It owns property, incurs debts, entersinto contracts, and can sue or be sued. Members are shielded
from the entity's liabilities, but are not protected from ligbility to third parties for the member's tortuous
acts such asfraud. No member is required to have the generd liability of agenerd partner. Members
of an LLC are permitted to be active in the business of an LLC while retaining limited lighility.

In order to organize abusiness as an LLC, Articles of Organization are filed in accordance with
Cadlifornia Corporations Code section 17000 et sq., the Beverly-Kiea Limited Liability Company Act.
The governing instrument is known as an operating agreement, and the owners of the entity are caled
"members.”

The name of the entity must include language that puts the public on notice that thereis limited lighility,
such as"Limited," or "LLC."

There are no ownership restrictions and there is no limit, maximum or minimum, to the number of
membersthat may ownasngleLLC.

Unanimous or mgority consent of al members may be required before an LLC interest can be
transferred.

Degth, retirement, resignation, expulsion, or bankruptcy of any member generaly resultsin dissolution
unless remaining members agree to continue the business.

An LLC may be managed by dl of its members, or one member, and may designate certain persons as
managers. The manager need not be amember of the LLC.

LLCsare particularly well suited to hold red property, and that currently appears to be the largest sngle
use of LLCsin Cdifornia, gpproximately 45%.

Pl ease see the table attached hereto, which compares the LLC to alimited partnership, agenerd
partnership, alimited ligbility partnership, and a corporation.

Federa and Cdlifornia lncome and Franchise Tax Classfication " Check-the-Box"

Treas. Reg. § 301.7701-1 and Cal. Code Reg. § 23038(b)-1 provide an overview of the business
entity "check-the-box" regulations.



Classfication for tax purposes does not affect the rights and obligations of an entity's owners under locd
law. For example, asingle-owner LLC may be disregarded for tax purposes. Reporting the activity of
the business as a proprietorship on an individua income tax return does not negate the limited liability
granted to the LLC under Cdifornia date law.

Tress. Reg. § 301.7701-2 and Cal. Code of Regs. § 23038(b)-2 st out the business entities that are
congdered corporations for federa and Cdiforniatax purposes. For federa income tax and Cdifornia
franchise tax purposes, the term "corporation” aways means.

1. A business entity organized under a Federa or State statute, or under a statute of a
federally recognized Indian tribe, if the statute describes or refers to the entity as incorporated

or as a corporation, body corporate, or body palitic;

2. An association (as determined under Treas. Reg. § 301.7701-3 and Cal. Code Reg. 8§
23038(b)-3.);

3. A business entity organized under a State satute, if the statute describes or refersto the
entity as ajoint-stock company or joint stock association;

4, An insurance company;*

5. A State-chartered business entity conducting banking activities, if any of its deposits are
insured under the Federa Deposit Insurance Act, as amended, 12 U.S.C. 1811 et seq., or a
gmilar federd datute;

6. A business entity wholly owned by a State or any poalitica subdivision thereof;

7. A business entity that is taxable as a corporation under a provison of the Interna
Revenue Code other than section 7701(a)(3); and

8. Certan listed foreign entities. The regulation lists 80 foreign entities that will dways be
treated as corporations and describes certain foreign entities (Treas. Reg. 8 301.7701-
2(b)(8)(ii) and (d)) lists exceptions to the foreign entity list. Proposed changesto Treas. Reg. 8
7001-2 provide some clarification to the foreign entities list.

Any business entity that is not required to be treated as a corporation may choose its classification under
therules of Treas. Reg. § 301.7701-3 and Cal. Code Reg. § 23038(b)-3. The dection must be the
same for federal and state purposes. An dligible entity with at least two members can be classified
ether as a partnership or as an association taxable as a corporation. An entity with a single member can

% Cal. Code Reg. § 23038(b)-2(b)(4) through (6) does not list these federd classifications, but

reservesitems4, 5, and 6.
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be classfied as an association taxable as a corporation or can be disregarded as an entity separate from
itsowner. For example, asingle member entity owned by a corporation would report operations as if
the entity were adivison or branch of the parent corporation or would elect to be taxed asa
corporation. A single member entity owned by a natural person would be treated as a proprietorship or
would elect to be taxed as a corporation.

The regulations assume that most domestic entities with at least two members will want to be classfied
as patnerships. Those with one member will likely want to disregard the entity for tax purposes. The
regulations provide default classification rules that match these expectations. No action isrequired if an
entity wishesto be treated as a partnership or disregarded.

Change in Classfication

If an entity wishes to change from the default classfication, it mugt file Form 8832, Entity Classfication
Election, used for both federad and Cdifornia state purposes.. The eection must be signed by each
member of the entity or any officer, manager, or member of the entity who is authorized to make the
election and who represents to having such authorization under penaties of perjury.

Generdly, an entity cannot changeits classification again until 60 months after the effective date of the
former eection.

Changes between corporation and partnership tax status will have tax consequences that must be
reported. The tax trestment of a change in the classfication of an entity for federd and Cdiforniatax
purposesis determined under dl the rlevant provisons of the Interna Revenue Code and Cdifornia
Revenue and Tax Code, and generd principles of tax law, including the step transaction doctrine. For
example, if an organization, which elected to be taxed as a corporation, decided to changeto a
partnership, the organization and its owners would have to follow al of the rules applicable to
liquidations of corporations. Both the corporation and the owners may be required to recognize gains.

Treas. Reg. 88 301.7701-3(f) and (g), effective November 29, 1999, describe how some entities will
be treated for federd tax purposes once they eect to change their classification. These subsections
have not been adopted by Cal. Code Reg. § 23038(b)-3. For example, under the regulations, an
association that dects to be classfied as a partnership is deemed to liquidate by distributing its assets
and liabilities to shareholders. Shareholders are then deemed to contribute al of the distributed assets
and liahbilities to the partnership. In contrast, a partnership that dects to be classified as an association is
treated as having contributed dl of its assets and liabilities to the association in exchange for stock in the
associaion. The partnership is then trested as liquidating by distributing stock in the association to its
partners. The regulations aso address the effects of a classfication change on a business entity that has
adngleowner. Any entity that has atax identification number will retain that number if its federd tax
classification changes under Tress. Reg. 8 301.7701-3. For franchise tax purposesin Cdifornia, use
the 12-digit Secretary of State identification number.



Revenue Rulings 99-5, 1999-1 C.B. 434, and 99-6, 1991-1 C.B. 432, further explain the tax
conseguences when single member entities classified as disregarded entities become multi-member
entities classfied as partnerships, and vice versa. Revenue Ruling 99-5 addresses the acquigtion of a
patid interest in asingle owner LLC, and Revenue Ruling 99-6 addresses the acquisition by one
person of amulti-member LLC. The method of acquisition of the membership interest determinesthe
tax consequences.

Disegarded Entities

The nature of the disregarded entity isunique. Transactions between the single-member LLC and its
owner will be disregarded for tax purposes, but transactions between the LLC and a non-owner will be
treated asif they occurred between the LLC and the third party. For example, if athird party makes a
loanto an LLC that is a disregarded entity, only the LLC isresponsible for the debt. If the owner of the
disregarded entity makes aloan to the LLC, there is no debtor-creditor relationship for federa tax
purposes. Owner loansto or from a disregarded entity will not create separate debt.

Although a single member LLC may be disregarded, Rev. & Tax. Code sections 17941 and 17942
impose atax and fee on LLCsthat elect to be taxed as disregarded entities. Thetax is $800.00, and is
due the 15™ day of the fourth month of the taxable year, not a the end of the taxable year when the tax
return isdue. Disregarded entities aso must file Form 568, pages 1 and 3.

Proposed Regulation 1.368-2(b)(1), released November 15, 2001, States that the merger of
corporation and a disregarded entity is not a statutory merger qualifying as a tax-free reorganization
under section 368(a)(1)(A). The transaction may betreated asa C, D, or F reorganization, if all
necessary requirements are met, or as a section 351 transaction.



COMPARISON OF LLCTO OTHER ENTITIES

Limited Liability Limited Partnership [General Partnership [LLP Corporation
Company

File documents with state |Yes Yes No Yes Yes

Governing instrument IArticles of Partnership Partnership Agreement [Partnership IArticles of Incorporation &
Organization & A greement IAgreement By-laws
Operating
IAgreement

Owner title M ember Partner Partner Partner Sharehol der

Entity name Name indicates Name indicates No requirement Name indicates limited |Name indicates limited
limited liability limited liability liability liability

Ownership restrictions

# of owners

No upper limit.
Some states require
at |east two members

At least two partners

At least two partners

At least two partners

No upper or lower limit for
C Comps. S Corps limited
to

75 sharehol ders

Type of owners

No restrictions

No restrictions

No restrictions

States may limit type
of owner

No restrictions for C Corps.
Significant restrictions on
shareholders of an S Corp

Typeof interest

No restrictions

No restrictions

No restrictions

No restrictions

No restriction for C Corps.
Single class of stock for S
Corps




COMPARISON OF LLC TO OTHER ENTITIES, cont'd.

Limited Liability
Company

Limited Partnership

General Partnership

LLP

Corporation

Liability for entity debts

No member isliable

General partners are
liable

All partners are liable

Malpractice liability
limited to self and those
supervised.

No shareholders are liable.
Liable for contractual
debts

in most states.

Participation in
M anagement

IAll members may
participate.
IAgreement can limit
to selected managers.

General partners
manage. Ltd ptrs
don't.

All partners may
manage. Can limit by
lagreement

All partners may
manage. Can limit
by agreement

Managed by officers and
directors.

Transferability of interest

Significant
restrictions placed on
transfer

Significant
restrictions placed on
transfer

Significant restrictions
placed on transfer

Significant restrictions
placed on transfer

No restrictions

Dissolution events

IAll or amajority of
remaining members
must agree to
continuein case of a
dissolution event.

All or amagjority of
remaining general
partners must agree to
continue in case of a
di ssolution event.

All or amagjority of
remaining partners
must agree to continue
in case of adissolution
event

All or amgjority of
remaining partners
must agree to continue
in case of adissolution
event

No effect.
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NUTSAND BOLTSTOPICS

Doing Business (in Cdifornia)

In the case of an LLC decting to be taxed as a corporation, the busnessitsdf, dong with itsincome
and dividends, does not subject a shareholder not otherwise doing business in the state to tax.
Corporate law separates the business of a corporation from its shareholders.

In the case of a partnership, the partnership's business represents the instate aggregation of the business
of the partners, each of whom istreated as the owner of adirect undivided interest in partnership assets
and operations. Thistenancy in partnership is fundamentd to the underpinnings of state and loca
taxation of partnerships and partners. (See Appeal of H.F. Ahmanson & Co. Ca. Bd. of Equd. April
5, 1965.)

The trestment of a corporate member of an LLC that istreated as a partnership is identical to the
treatment of a corporation thet is a partner in a partnership. The trestment of a member of an LLC that
istreated as a partnership isidentica to the treetment of a partner in apartnership. Thisis becausethe
LLC'sincome, assets, and activities flow through to the member.

Generdly if an out of state member of an LLC, eecting to be taxed as a partnership, isin the pogtion of
agenerd partner, the out of state member is consdered to be doing businessin Cdifornia. (See
Appeal of Amman & Schmid Finanz AG, 96-SBE-008.) As an example, the sngle member of a
SMLLC doing businessin Cdiforniawill dso be consdered as doing businessin Cdifornia AnLLC
may be managed by al of its members, or one member. However, an LLC may aso designate certain
persons as managers and the manager need not be a member of the LLC.

Some examples.

1. LLC Investisalimited liability company formed in a state other than Cdifornia, has multiple
members, and buys and sdlls securities. The managing member of LLC Invest isa Cdiforniaresdent.
The LLC Invest does not have an office in any other state; however, the managing member has an office
in San Diego. The only business the managing member performs on behdf of the LLC is phone calsto
sl or buy the securities. The ingtructions on Form 568, Section E, under "who must file", paragraph
three, state that regardless of where the trade or business of the LLC is primarily conducted, an LLC is
consdered to be doing businessin Cdiforniaif any of its members, managers, or other agents are
conducting businessin Cdifornia on bendf of the LLC. It would be the same asif agenerd partner was



doing businessin Cdiforniafor an out of sate partnership. The partnership would be consdered doing
business in Cdifornia because the generd partner is doing businessin Cdifornia

On the other hand, gross income of a nonresident member will not include dividends, interest, or gains
and loses from an LLC qudified as an investment partnership that is doing businessin qudifying
investment securities in accordance with California Revenue and Taxation (Rev. & Tax.) Code §
17955.

LLC Invest isrequired to file an LLC return, Form 568, and pay the fees and minimum tax; however, if
LLC Invest qudifies as an investment partnership that is generating income from qudifying invesment
securities, the nonresident members generdly will not be taxed on thisincome. LLC Invest must inform
its nonresident members or foreign membersif dl or aportion of ther distributive share of incomeis
from "qualifying investments securities’ of an "investment partnership” and whether it is sourced to
Cdifornia. Thus, members share LLC Invest income would not be considered Cdifornia source for the
nonresident membersif 100% of their share was from qualifying investments securitiesof an LLC
qudified as an investment partnership. Consequently, no tax would be paid by LLC Invest on behdf of
its nonresident members.

2. A dangle member LLC (SMLLC) isformed in a Sate other than Cdifornia, the sngle member
isa Cdifornia partnership, and the SMLLC is reported as a disregarded entity. The SMILLC buys and
sdls stock, and holds stock. The decisions regarding stock transactions are made by the Cdifornia
partnership. Asadisregarded entity, the gain and loss of the SMLLC isincluded in the returnsfiled by
the Cdiforniapartnership. Isthe SMLLC "doing business' in CA. Section 17941 imposes atax on
every LLC "doing business' in Cdifornia, as defined in Rev. & Tax. 8 23101. Cdifornia Code of
Regulations, title 18, § 23101 states "This includes the purchase and sde of stocks or bonds,..."
Making decisions regarding the sale of stocks and bonds may not by itself be doing business, but in this
case the SMILL C has no presence other than that of the partnership. All records, transactions, etc. are
in Cdifornia. The SVILLC isdoing businessin Cdiforniaand subject to the annud tax and fee. The
exception to the doing business rule in section 23102 for holding companiesis limited to holding
companies, and not gpplicable to this example.

The ingtructions on Form 568, Section E, under "who must file", paragraph three, states that regardless
of where the trade or business of the LLC is primarily conducted, an LLC is considered to be doing
businessin Cdiforniaif any of its members, managers, or other agents are conducting businessin
Cdiforniaon behdf of the LLC.

3. A foreign limited partnership isamanager of aCdiforniaLLC. Cdifornia Corporations
Code § 15611(ag)(2) states that aforeign limited partnership shal not be considered to be transacting
intrastate business merdy because it isamember or amanger of adomestic limited ligbility company.
Smilarly, Cdifornia Corporations Code § 17001(ap)(2) Satesthat aforeign limited liability company
shdl not be consdered to be transacting intrastate business merely because it is a member or a manger
of adomedtic limited ligbility company. However, the foreign limited partnership, which is amanager of
aCdiforniaLLC, islidble for minimum tax. (See Rev. & Tax. Code 8 17935.) Smilarly, aforeign



limited liability company, which isamanager of a CdiforniaLLC, isligble for minimum tax and fee.
(SeeRev. & Tax. Code 88 17941 and 17942.) "Doing business’, asused in Rev. & Tax. Code §
23101 isabroader concept than transacting business used in the Corporations Code, and in this fact
paitern, the foreign limited partnership and the foreign limited liability company are acting as the generd
partners of the domestic LLC.

Fees and Taxes

Rev. & Tax. Code 88 17941 and 17942 impose atax and fee on LLCsthat elect to be taxed as
partnerships or as disregarded entities. The tax is $800.00, and is due the 15™ day of the fourth month
of the taxable year, not at the end of the taxable year when the tax return is due.

The feeis based on adiding scale, depending on "totd™ income" and is due the dete the tax return is due
to be filed, without regard to any extensons.

Fee Totd Income

$900 $250,000 or more, but less than $500,000
$2,500 $500,000 or more, but less than $1,000,000
$6,000 $1,000,000 or more, but less than $5,000,000
$11,790 $5,000,000 or more.

With the adoption of these fees, there will no longer be an annua study and redetermination of LLC
fees.

"Tota income", used to determine the LLC Feg, isthe total annua income from al sources reportable to
Cdifornia before any apportionment and alocation. Rev. & Tax. Code

§ 17942(b)(1) defines "totd income" as grossincome, as defined in Rev. & Tax. Code § 24271, plus
the cost of goods sold that are paid or incurred in connection with the trade or business of the
taxpayer’.

On the other hand, "total income" shal not include alocation or attribution of income or gain or
distributions made to alimited liability company in its capacity as a member of, or holder of an economic
interegt in, another limited liability company if the alocation or attribution of income or gain or
digtributions are directly or indirectly attributable to income that is subject to the payment of the fee
described in Rev. & Tax. 8 17942. In atiered group of LLCs, each member has to pay the pay the

! Total Income on the Limited Liability Company Worksheet has an adjustment for cost of goods sold,
adding cost of goods sold into the calculation. (See LLC Income Workshedt, line 18.) Tress. Reg. §
1.61- 3 gates that in amanufacturing, merchandisng, or mining business, "grossincome," meansthe tota
sdes, less the cost of goods sold, plus any income from investments and from incidental or outside
operations or sources. Accordingly, it is necessary to add back cost of goods sold to determine the
total annua income used to determine the LLC Fee.



minimum tax and the fee. However, once income is consdered by an LLC in determining the correct
feg, thisincome will not beincluded in tota income and consdered again in determining the feg, if
digtributed to amember that isasoan LLC.

"Total income" aso includes income such asinterest and gains from the sale of property?, gains from the
sdeof IRC § 1231 property, and capita gains, but not losses. Gross income includes income derived
from business. (SeeIRC §61(8)(2).) Businessincome includes busnessgainsand losses.  Therefore,
net gain, but not losses from the sdle of IRC 8§ 1231 assetsis aso included in total income for purposes
of determining the correct amount of total income for purposes of determining the correct LLC fee.
Schedule D-1 is used to report sales of business property, including involuntary conversions and
recgpture amounts. The ordinary gains (not losses) and the recagpture income from Schedules D-1, Part
1, line 18and IRC § 1231 gains (not losses) included in schedules D-1 are included in the calculation of
Totad Income on the Limited Liability Company Worksheet, and entered on line Form 568, Side 1,

line 1.

The computation of total annua income used to determine the LLC fee o includes capita gain from
investment income, but not losses. (See workshet, line 14¢ and schedule D (568), Capitd Gain or
Loss)

The fee paid by an LLC is deductible on Form 568, and taken at the LLC level as other deductions. It
is not consgdered atax based uponincome. It falls within the provison for deducting ordinary and
necessary business expenses (IRC § 212 and Rev. & Tax. § 17201).

Nonconsenting nonresident members tax paid by the LLC does flow through to the members sinceit is
anincome tax paid to Cdifornia Thisamount is reported under credits, line 13e, Schedule K-1(568).

Forms

Unlike the IRS, the FTB has unique Cdiforniaformsfor LLCs reporting as partnerships or asasingle
member LLC. For federa purposes, LLCs choosing to be taxed as partnerships file Form 1065, U.S.
return of Partnership Income; LL Cs choosing to be taxed as corporations file Form 1120, U.S.
Corporation Income Tax return, LLCs choosing to be taxed as S corporations file Form 1120S, U.S.
Income Tax Return; and disregarded entities report items of income and deductions on the gpplicable
forms and schedules of the member's tax return.

The requirement for LLCsto file Californiatax returnsis specified in Rev. & Tax. Code
8§ 18633.5.

? Rev. & Tax. Code § 24271 conformsto IRC § 61, except as otherwise provided. IRC § 61 defines
grossincome, and includes gains derived from dedlingsin property. Tress. Reg. 8 1.61-6 is clear that
gross income includes only the gain on the sale or exchange of property, not the gross sales price.



For Cdifornia purposes LL Cs choosing to be taxed as partnerships or as single member LLCs,
disregarded entities, file Form 568, Limited Liability Company Return of Income, dthough the
disregarded entity need only file pages 1 and 3. LLCsare required to prepare the Sch K- 1sfor dl
members even if these members are other business entities.

LLCschoosing to be taxed as a partnership, not doing businessin California but receiving Cdifornia
source income, file Form 565.

LL Cs choosing to be taxed as corporations file Form 100, California Corporation Franchise Tax
Return, or Form 100S, Cdifornia S Corporation Franchise Tax return.

The Franchise Tax Board accepts federal Form 8832, Entity Classfication Election, as notice that an
LLC has elected to be taxed as a different type of entity for both federa and California state purposes.
The form should be attached to its Cdifornia return for the year in which the eection is effective.

Members

Cdifornia Corporations Code § 17001 defines member, and person, in broad terms. A husband and
wife may be considered as two members or as a sngle member of an LLC, depending on the structure
of their membership. Form 568 Booklet, page 12 schedule K-1, " If a husband and wife each had an
interest in the LLC, prepare a separate Schedule K-1 (568) for each spouse. If a husband and wife
hold an interest together, prepare a single Schedule K- 1 (568) since they are considered to be one
member."

Further the IRS has determined that a sngle member LLC may have more than one member in certain
gtuations.
-Usein IRC § 1031 exchanges,

see PLR 199911033 (grantor trust), PLR 9807013, PLR 9751012, PLR 2000118023

-Usein IRC § 10033 involuntary conversons,
see PLR 199945038, PLR 199909054

-Disregarded Members;
see PLR 199915030, PLR 200008015, PLR 200107125

-No Membership Interest
PLR 199914006

Short Y ear Returns




Rev. & Tax. Code § 18633.5 providesfiling requirements for limited ligbility companies, whether
choosing to be taxed as partnerships, corporations, or disregarded entities.

The issue of the short year return, and the payment of the tax and, comes up in the context of a change
in dasgfication of an LLC. For example, an LLC changing from being taxed as a corporation to being
taxed as a partnership, or from being taxed as a partnership to being taxed as a disregarded entity. The
LLC remainsthe same, but must file short year tax returns for each taxable classfication. Rev. & Tax.
Code § 18633.5 refers to taxable year, and Rev. & Tax. Code 88 17010 and 23041 both include
periods of 12 months or lessin the definition of taxable year. For LLCs taxed as partnership or
disregarded entities, the $800 annud tax isimposed for each short taxable year and the feeisbased on
the total income reported for each short year return.®

An example. AnLLC choosesto be taxed as a partnership. More than 50% of the partnership
interests are transferred. The partnership, but not the LLC is terminated and must file a short year
partnership return as of the date more than 50% of the partnership interests are transferred, using Form
568. The LLC itsdlf does not change but now has different partners. A Secretary of State Form LLC-
1A isnot required and the LLC doesn't haveto file any forms with the Secretary of State. The
partnership is aso required to file a short year return for the remainder of the taxable year, up to the end
of the taxable year.

The annua $800 tax is paid with the short year for both the old and the new partnership (two payments
of $800 each) because the minimum tax is based on tax year, not annualy. See Form 565 line 23. The
$800 minimum tax isimposed for each taxable year. and the $300 tax must be paid with each short
year return.

The fee is computed based on the total income of each short year return because the fee is computed
from the beginning of the taxable year to the close of the LLC'staxable year. Sincethe LLC taxed as
the old partnership will have ended its taxable year early, it will have to compute the fee based on its
totd income up to the dateit filesitsfind return. Smilarly, the LLC taxed as the new partnership will
have to compute the fee based on its tota income from the beginning of the short taxable year to the
close of the LLC's taxable year.

For Cdifornia purposes, the time period when a partnership must file its Cdifornia tax return, Form

565, will be the same as that required by the IRS. Form 565 references the ingtructions for federa
Form 1065. Similarly, the time period when an LLC, which reports for tax purposes as a partnership,
must file its CA tax return, form 568, aso will be the same as that required by the IRS for a partnership.
Form 568 a so references the ingtructions for federal Form 1065, at page 6, paragraph J.

*Rev. & Tax. Code § 17941 refersto "shdl pay annudly"”, referencing the $800.00 tax. Rev. & Tax.
Code section 17551 conforms by reference to a number of sections of the IRC, including section 441.
This section defines taxable year and annua accounting period to include the period for which the return
ismade, if areturn is made for less than 12 months. Accordingly, the tax of $300.00 is due with each
short year return for LLCs choosing to be taxed as partnerships or disregarded entities.



Nonresident Members

Rev. & Tax. Code § 18633.5(b), (c), (d), and (€), provide specific rules and requirements for
nonresident members of LL Cs choosing to be taxed as partnerships. Generaly, the tax return for an
LLC choosing to be taxed as a partnership must contain alisting of members, and an agreement from
nonresident membersto pay Cdiforniatax on the distributions. If an agreement is not attached, the
LLC mug pay the Cdiforniatax liability for the nonresident members.

Attaching a completed CA Form 3832 to the Form 568 will satisfy the requirement to include the
names, addresses, and taxpayer identification numbers of the persons, whether residents or
nonresidents, who would be entitled to share in the net income if distributed and the amount of the
digtributive share of each person. Form 3832 aso provides the agreement of each nonresident member
to file a Cdiforniatax return, to make timely payment of al taxesimposed on the member by this state
with respect to the income of the LLC, and to be subject to persond jurisdiction in this state for
purposes of the collection of income taxes, together with related interest and pendties, imposed on the
member by this state with repect to the income of the LLC.

If the LLC failsto timely file the agreements on behdf of each of its nonresident members, thenthe LLC
shdl pay to this gate, on behdf of each nonresident member for whom an agreement has not been
timely filed, an amount equd to the highest margind tax rate in effect under Rev. & Tax. Code § 17041,
in the case of members, which areindividuass, estates, or trusts, and Rev. & Tax. Code § 23151, in the
case of members, which are corporations, multiplied by the amount of the member's distributive share of
the income source to the date reflected on the limited ligbility company's return for the taxable period.

Rev. & Tax. Code § 18633.5 requires nonresident members to sign Form 3832 (consent to be taxed
by Cdifornid). If such member is a partnership, a representative for the entity identified on the K-1
should sign the Form 3832. If a partnership isamember of an LLC, then the genera partner should
sign the consent to befiled by the LLC and is sufficient.

Nonconsenting nonresidents members tax paid by the LLC does flow through to the members since it is
an income tax paid to Cdifornia. Thisamount is reported under credits, line 13e, Schedule K-1(568).

Exempt Organizations

Rev. & Tax. Code § 23701 dlows the Franchise Tax Board to exempt organizations, both
corporations and unincorporated associations, from taxes imposed under Part 11, Divison 2,
Corporation Tax.

Generdly, the Internal Revenue Service does not require an SMLLC, with the sngle member being an
organization previoudy granted exemption from tax in accordance with IRC 8§ 501(c), to apply
separately for a determination of tax-exempt satus. (See Announcement 99-102, 1999-43 |.R.B. 1,
PLR 200134025.)



Rev. & Tax. Code 88 17941 and 17942 impose atax and fee on LLCs that elect to be taxed as
partnerships or as disregarded entities. Sections 17941 and 17942 are included within Part 10,
Divison 2, Persond Income Tax. If an entity is a disregarded entity, there is no authority for the
Franchise Tax Board to grant exemption from the tax and fee imposed by sections 17941 and 17942.
However, an LLC that electsto be classfied as an association for federal and Cdiforniatax purposesis
taxed as a corporation subject to the Cdifornia corporation franchise tax, and is not subject to the tax
imposed by Rev. & Tax. Code § 17941, or the fee imposed by Rev. & Tax. Code § 17942.

The gtaff of the Franchise Tax Board may grant exemption from franchise tax to unincorporated
associations. For Cdifornia franchise and income tax purposes, the federa classification of abusness
entity that is not classified as a corporation is controlling and must be the same. Therefore, every LLC
and SMLLC, goplying for exemption from franchise tax will be consdered an association, if the LLC or
the SMLLC has dso dected to be classfied as an association for federal tax purposes. Accordingly,
the Franchise Tax Board may grant an exemption from franchise tax to an LLC or aSMLLC, with the
single member being an organization previoudy granted exemption from tax in accordance with Rev. &
Tax. Code § 23701 and another specific section within Article 1, Chapter 4, Part 11, only if the LLC
and SMLLC have eected to be classified as an association for federd tax purposes’

* Because Corporations Code § 17002 alows limited liability companies to. "engage in any lawful
business activity, except the banking business, the business of issuing policies of insurance and assuming
insurance risks, or the trust company business', it is doubtful that an LLC will be able to qualify for
exemption as a charity, educationd, religious inditution, in accordance with section 23701d.
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